This paper examines the relationship between the capital market pricing of Australian publicly listed firms and earnings management (proxied by discretionary accruals) during a three-year pooled timeframe of 2008 to 2010. More importantly, the role of industry specialist audit firms on market returns and earnings management relationship is investigated. Main results indicate a significant negative relationship between firm returns and earnings management. However, there is no significance in the role of industry specialist audit firms on the firm returns and earnings management linkage. On the other hand, sensitivity tests indicate that industry specialist audit firms play in significant monitoring role for audit committees with less than fifty percent of their members classified as independent. One major contribution is for regulators (aiming to improve audit quality) to strengthen key firm-level corporate governance mechanisms. Specifically, by placing the consequences from this paper into perspective, there may be a greater likelihood of increased audit quality by altering audit committee's structure, composition and authority levels.
Introduction
This paper analyses the impact of earnings management practices by Australian listed firms on stock returns. More importantly, this paperexamineswhetherusage of an industry specialist audit firm by companies moderates the association between earnings management and stock returns.Capital markets and how capital markets transact with accounting information, in particular information on earnings, is of considerable interest to participants of capital markets. Accruals earnings are superior to cash flows given that accrual earnings overcome the timing and mismatching problems inherent in measuring cash flows (Dechow 1994 ). In addition, accruals allow managers communicate inside and, therefore, private information thereby improving the utility of earnings to reflect underlying economic value. At the same time, managers can potentially abuse Generally Accepted Accounting Principles (GAAP) by engaging in the aggressive reporting of accruals thereby engagingdebate on the informativeness of reporting earnings by firms. Given that outsiders cannot directly observe this opportunistic behaviour by managers, investors and creditors may demand a higher cost of capital from firms to compensate them for this risk. High-accrual firms, therefore, face greater agency costs relative to low-accrual firms and such costs influence the stock returns of firms (Francis, Maydew, and Sparks 1999) .
Earnings management is also of great concern and remains a constant topic of debate and discussion among investors, analysts,regulators and other key stakeholders. Firm shareholders try to reduce the information asymmetries they suffer from managers and discourage managers from practicing aggressive earnings management. One potential strategy adopted by shareholders is the appointment of external industry specialist auditorsto conduct an independent review of the firm's financial statements (Lin and The auditing profession and its credibility has been subject to heavy criticism in the aftermath of global corporate scandals and the subsequent deterioration in earnings quality. This deterioration inaudit qualityhasled to declining investor confidence in the quality of audited financial reportsproduced by firms (Romanus, Maher, and Fleming 2008) .Notably amongst those who raised concerns about the decline in audit quality is Arthur Levitt, the former chairman of the Securities Exchange Commission (SEC) in the US, who identified fears that the erosion in the quality of earnings would impact the quality of financial reportingby firms (Certified Public Accountants 1998). The subsequent lack of investor confidence in audit quality should not be taken lightly, since audit quality has far-reaching implications and can seriously undermine the effective functioning of capital markets and economies (Becker et al. 1998 ; Lin and Hwang 2010).Concerns surrounding firm stock pricing and reported earnings quality are therefore paramount to shareholders (Nussbaum 2002) .
Analysing the association between earnings management, stock returns and the moderating role of auditor specialisation provides a number of significant contributions. There is limited empirical evidence in the extant literature on the role of external auditors in the pricing of accruals within the stock market in Australia. Most of the reported findings are in the US market (Abarbanell and Lehavy 1999; Guidry, Leone, and Rock 1999; Krishnan 2003b; Richardson, Tuna, and Wu 2003)while this paper seeks an examination within an Australian context. The findings from this paper will contribute to the extant literature by providing updated evidence on the relationships between earnings management, stock returns and auditor specialisation.Although a number of studies examining capital market pricing, earnings management and industry specialist audit firms were conducted individually in other published studies, (Balvers, McDonald, and Miller 1988 , limited research has been undertaken examining all three empirical constructs holistically. By focusing on the moderating role of industry specialist audit firms on the relationship between earnings management and stock returns, this paperalso identifies factors that guide and impact investors' valuations of firms within the capital market arena.
Results from this paper will benefit a number of stakeholders. Regulatory bodies will be able to determine the effectiveness of legislation introduced to improve the quality of financial reporting by firms by reducing the incidence of earnings management. Specifically, the importance of an industry specialist audit firm and the role such an auditor plays in constraining earnings management will be clearer to important capital market participants.Another potential benefit derives from minimising subsequent corporate failuresthus benefitting capital market participants. Investors and firms' corporate management teams will also benefit from understanding the significance of industry specialist audit firms and related factors influencing the valuations of firms in capital markets.This paper is organised as follows: Chapter 2outlines the literature review and hypotheses development. Chapter 3specifics the research methodologyadopted in this paper and Chapter 4reports the descriptive statistics. Chapter 5 discusses the main findings the robustness and sensitivity tests. Finally, Chapter 6 concludes this paper.
Literature Review and Hypotheses Development
The issue of how capital markets transact with accounting information, in particular information on earnings, is of considerable interest to participants of capital markets. Accruals earnings are superior to cash flows given that accrual earnings overcome the timing and mismatching problems inherent in measuring cash flows (Dechow 1994 ). In addition, accruals allow managers communicate inside and, therefore, private information thereby improving the utility of earnings to reflect underlying economic value. At the same time, managers can potentially abuse Generally Accepted Accounting Principles (GAAP) by engaging in the aggressive reporting of accruals thereby engaging debate on the informativeness of reporting earnings by firms. Given that outsiders cannot directly observe this opportunistic behaviour by managers, investors and creditors may demand a higher cost of capital from firms to compensate them for this risk. High-accrual firms, therefore, face greater agency costs relative to low-accrual firms and such costs influence the stock returns of firms (Francis, Maydew, and Sparks 1999) . Auditing plays an important role in mitigating these agency costs by constraining the opportunistic management of accruals. However, evidence on whether the stock market recognizes the value of auditing (and, therefore, audit quality)in pricing of accruals is limited particularly in Australia.
While prior research has shown that high quality auditors are able to constrain aggressive and opportunistic reporting of discretionary accruals by firms relative to low-quality auditors ( Watts and Zimmerman (1986) argue that auditing plays an important role in mitigating agency costs arising out from separation of ownership and control in modern corporations. There is evidence that firms with greater agency costs employ high quality auditors to assure investors and other stakeholders that their reported earnings are credible (Francis, Maydew, and Sparks 1999) . Recently however, the spate of audit failures and resulting charges of a lack of auditor independence has undermined the belief that Big 4 auditors continue to be associated with audit quality. Gul and Krishnan (2002) find that, in recent years, Big 4 auditors allow their clients greater accounting flexibility via accruals-based earnings management. As a result, discretionary accruals have become less informative and investors are subsequently attaching a lower value to discretionary accruals in their decision-making process.
Pricing of Discretionary Accruals
Accounting researchers are continuously investigating the extent to which accruals communicate firm performance to outsiders given thatfinancial reports are vital to writing principal-agent contracts (Francis, Maydew, and Sparks 1999; Subramanyam 1996) . Due to management opportunism when earnings management is involved, contracting parties are likely to respond by price protecting. Bowen, Burghstahler and Daley (1987) find that, compared to cash flows, accrual earnings contain and convey more private firm information to shareholders. Their (Bowen, Burghstahler and Daley (1987) ) findings also suggest that information contained within both cash flows and accruals are consistent with the information impounded into security prices. Dechow (1994) Ball and Brown (1968) find a significantly positive correlation between stock return in the month of an earnings announcement with earnings change over that firm's previous year's earnings clearly demonstrating that accounting earnings contemporaneously capture a portion of the information set that is reflected in security/stock returns. Because accounting earnings measurement rules emphasize transaction-based revenue recognition compared to the stock market's focus on current and expected future net revenues, earnings' lack of timeliness is not surprising (Beaver, Lambert, and Morse 1980; Collins et al. 1994) . In other words, stock prices lead accounting earnings in terms of reflecting new information.Prior research conducted by Subramanyam (1996) explored the ramifications of managerial choices in discretionary accruals on the value of reported earnings in conveying managers' private information. Subramanyam (1996) provides empirical evidence on the pricing of discretionary accruals by the stock market and explains the processing of accounting information by capital markets. Subramanyam's (1996) paper finds that firm valuation is likely to be negatively associated with discretionary accruals. Subramanyam's (1996) results are particularly relevant to this paper given the supposition in this paper that investors are likely to place a higher value on a firm when that firm is subject to a higher quality audit.Previous research suggests that pricing of discretionary accruals is influenced by audit quality (Krishnan 2003a; Gul and Krishnan 2002) . However, such papers tend to define audit quality in terms of brand name reputation. The main findings of these papers are consistent with the perception that brand name auditors (that is, Big 4 audit firms) are able to identify and restrain opportunistic accruals-based earnings management practices and hence, clients of Big 4 audit firms are more likely to have higher quality reported discretionary accruals Big 4 audit firms are consequently better predictors of a company's future viability/profitability. Investors are thus inclined to put more value on reported results and increase the pricing of such firm (Gul and Krishnan 2002 ).
Mascarenhas, Cahan and Naiker (2010)take a step further and investigate the pricing of discretionary accruals of firms with specialist and non-specialist auditors using US data. While the paper of Mascarenhas, Cahan and Naiker (2010) did not find evidence to support the belief that specialist auditors sufficiently treat opportunistic and informative discretionary accruals differently, it is important for future research to consider whether the positive effect of reducing management opportunism would be offset by the negative effect of reducing the information, leaving the net informativeness of discretionary accruals largely unchanged (Mascarenhas, Cahan, and Naiker 2010).This paper extends on the opportunistic component of discretionary accruals by acknowledging there is an informative component which is beneficial to the firm. The specialised industry knowledge of auditors should enable them to recognise the contrasting elements of accruals and treat both differently. This further emphasises the importance of examining discretionary accruals rather than earnings in an effort to obtain a better understanding of the relationship between auditor industry specialisation and earnings quality. This paper differs from prior studies in this area in three distinct ways: (1) it extends the paper of Krishnan (2003a) by examining the impact of engaging an industry specialist auditor on market pricing of discretionary accruals, rather than the impact of engaging just a brand name auditor (that is, Big 4 auditor); (2) using Subramanyam's(1996) research model to calculate pricing of discretionary accruals which does not make the assumption that management engage in earnings management purely for opportunistic reasons; and (3) the use of Australian data.
Earnings Management
Earnings management is of great concern and remains a constant topic of debate and discussion among investors, analysts, regulators and other key stakeholders. Firm shareholders try to reduce the information asymmetries they suffer from managers and discourage managers from practicing aggressive earnings management. One potential strategy adopted by shareholders is the appointment of external industry specialist auditorsto conduct an independent review of the firm's financial statements ( Beneish (1997) foundthat earnings management practices decrease earnings quality.Such negative impact is also likely to cause damage to the firm's reputation, particularly due to the overall general pessimism of earnings management (Guidry, Leone, and Rock 1999).
Managers are able to communicate inside knowledge with flexible accounting choices, especially with the use of accruals which enhance the economic value of reported earnings. On the other hand, this flexibility provides an ability for managers to engage in opportunistic earnings management which considerably undermine the usefulness of reported earnings (Krishnan 2003a ). Doubts surrounding the true value of reported earnings also arise from ‗noise' and probable partiality which comes from the assumption of managers acting in their self-interest (Francis, Maydew, and Sparks 1999). ‗Noise' is an accounting consequence of the organisational obligation to prepare financial reports according to GAAP. Even though the intentions of accounting standards is to protect users and thequality of corporate disclosures, GAAP shouldprovide allowances for flexibility because managers, relative to board of directors, stakeholders and other outsiders, are deemed to understand and hold more private information about the background of business operations. While flexible GAAP rules enhances the credibility of financial reports as a communication tool, the subjectivity managers employ here also establishes the groundwork for earnings management where accounting numbers may be manipulated by using specific accounting choices for self-interestgain (Healy and Wahlen 1999). As a result, the reliability of financial reports may be negated through such opportunistic practices and diminished even further when outsiders view the firm as a significant risk (Francis, Maydew, and Sparks 1999; Levitt 1998 A central premise of this paper is the dominant role of reported earnings to the shareholders' decision-making process including the buying and selling of firm shares/securities. This, in turn, will have a direct bearing on share prices in capital markets, assuming the contemporaneous reaction of share prices to the publication of accounting numbers and corporate disclosures. Prior research on the relationship between the motivations of capital market participants and earnings management delve mainly into the unexpected accruals behaviour in situations where there are capital market transactions and a gap between firm performance and analysts' or investors' expectations (for example, Healy and Palepu 2001; Healy and Wahlen 1999). Given that earnings management practices are inherently unobservable, accounting researchers rely on proxies to determine whether firms engage in such earnings management behaviour. Despite measurement errors, the discretionary component of accruals is the most popular and best formulated proxy used in the earnings management literature and, as such, will also be utilised in this paper (Kang and Sivaramakrishnan 1995; Krishnan 2003b; Schipper 1989 ). The specific accrual component of reported earnings must be drawn out from reported earnings using multiple regression models. One reason for the superiority in using discretionary accruals as a proxy for earnings management is that accruals allows managers to pass on their private knowledge of the firm and, in doing so, enhance the reflective capability of earnings on the firm's underlying economic value (Mascarenhas, Cahan, and Naiker 2010; Krishnan 2003a; Healy and Palepu 1993). Nevertheless, many prior studies were concerned with the second element of discretionary accruals , that is, whether managers are likely to succumb to private gain motivations and engage in aggressive reporting of accruals which would seriously undermine the informativeness of discretionary accruals (Gul and Krishnan 2002; Healy and Palepu 1993) . The latter view is adopted in this paper and based on the discussions, therefore, this paper's first hypothesis is as follows: 
Industry Specialist Audit Firms
Industry specialist audit firms have attracted the attention of a growing number of researchers who examine its impact on a number of financial accounting areas (Gramling and Stone 2001 (1981) have been accepted by most accounting researchers suggesting that Big 6 auditors enjoy a stronger brand-name reputation than non-Big 6 auditors. [1] As Krishnan (2003b) points out, there are also differing qualities amongst Big N firms, in particular industry specialisation, which can influence the quality of financial reports. Knechel, Naiker and Pacheco (2007) point out a crucial caveat of audit quality, also critical to this paper, that brand name reputation is likely to be an inaccurate and incomplete proxy.In a review of the earnings management literature, Healy and Wahlen (1999) call for research on factors that limit managers' earnings management ability and the role that audit quality can play. This paper is a response to the call and examines one potential mitigating factor impacting reported earnings quality, that is, auditors' industry specialisation.
Given that firms have recently started to place more emphasis on coordinating their operating and accounting systems to industry standards (Emerson 1993) , the industry specialisation of auditors has become progressively more significant in the Kwon (1996) explores the possibility of better rational assessments of clients' financial estimates and accounts by industry audit specialists resulting in enhancing audit quality (by the increased likelihood of limiting the discretion and judgment of management). Gramling and Stone (2001) extend Kwon's (1996) arguments by explaining that product differentiation arising from industry specialisation also impacts audit firms' market performance, more commonly in terms of audit fees and audit quality.
Bedard et al.'s (1991) research show that auditors engaged by manufacturing clients have the required knowledge and experience to better detect errors in manufacturing client's accounting numbers. Likewise, Johnson, Jamal and Berryman (1991) observe a positive relationship between experienced auditors in a particular industry and better fraud detection. O'Keefe, King and Gaver (1994) find that in comparison to non-specialist auditors, industry specialist auditors show evidence of superior conformity with auditing regulations and standards. Kanagaretnam, Lim and Lobo (2010) find that industry specialist auditors in the banking industry can provide a better assessment on the adequacy of the loan loss provisions, (an accrual account unique to banks), compared to non-industry specialist auditors. Other studies also document the improvement in overall financial reporting quality and the enhanced mitigation of fraudulent financial reporting with the engagement of industry specialist auditors(Johnson, Jamal, and Berryman 1991; Carcello and Nagy 2004; Krishnan 2005 Krishnan , 2003b .
Audit firm industry expertise is inherently unobservable relying instead on proxies developed and calibrated over time in relation to estimation and measurement. Yardley et al. (1992) led this area of research by presenting the first industry specialist measure. Yardley et al.'s (1992) measure estimates industry expertise as a ratio of an audit firm's total fees generated from a particular industry compared to all of the industries the audit firm serves. Sales or assets of firms were utilized as proxies for audit fees by Yardley et al.(1992) since audit fee information has been made publicly available only recently. Another popular measure afforded to accounting researchers is developed by Gramling and Stone (2001) and applied in Krishnan's (2003b) paper. The measure seeks to minimise any concomitant measurement errors and boost the consistency of regression findings. It utilises the estimations of an audit firm's industry market share as a representation of audit fees earned in one particular industry by an audit firm as a proportion to total audit fees earned by all the various audit firms serving that specific industry (Gramling and Stone 2001; Krishnan 2003b ).Furthermore, Shockley and Holt (1983) and auditing standards emphasise the need for auditors to acquire industry specific knowledge as a vital element of the audit. Additionally, the increasingly complex changes in the international corporate economy has considerable repercussions for the increased need by auditors to acquire industry knowledge prior to the audit (Bell et al. 1997 ). According to Knechel, Naiker and Pacheco (2007), benefits from utilizing an industry specialist should result in investors reacting positively to the appointment of an auditor with industry specialist skills. This, rationale, therefore, leads to this paper's second hypothesis, which examines the impact of auditor industry specialization on the stock returns/earnings management linkage:
The pricing of discretionary accruals is higher for firms employing an industry specialist audit firm in spite of reported discretionary accruals, compared to firms not employing an industry specialist audit firm.
Research Methodology

Sample Selection
The initial sample in this paper comprised all 2,114 Australian firms continuously listed on the Australian Securities Exchange (ASX) across the time period 2008 to 2010 inclusive using the Aspect Huntley'sFinAnalysis database. In total, the entire capitalisation of the ASX market as at 2008 (the base year utilised) totalled $1,698 trillion dollars. Table 1 Panel A outlines the sample selection process and Panel B summarises the industry breakdown of the final usable sample. When determining the initial sample of 400 firms for 2008, a number of exclusions are necessary in keeping with the established prior literature. (Clifford and Evans 1997) . This paper includes only firms trading in Australia and also excludes firms with zero market capitalisations. The resulting sample of 400 firms per year in this paper is drawn randomly (after stratifying the sample into quartiles) from the population of the remaining 1,359 listed companies. [2] Given this paper examines the time period of years 2008 to 2010, there are consequently 1,200 firm-year observations in total for analysis over the selected three-year period.
2 In view of the fact that maximisation of shareholder value is one of the motivating factors of firm performance (Gewald and Gellrich 2007), a firm's market capitalisation is applied in this paper as the most suitable indicator when sorting listed firms on the ASX as at 2008.
Measurement of Key Variables
Data required from the financial statements of firms in the final useable sample to calculate pricing of discretionary accruals, discretionary accruals and auditor industry specialisation are collected from either the Aspect Huntley FinAnalysisorDatAnalysis databases.
Pricing of Discretionary Accruals
This model examines whether there is a marked difference in the stock returns for client firms of industry specialist auditors. An industry specialist audit firm indicator, (variable denoted AUDSPECcalculated using Krishnan (2003b) model) will be adopted as an interacting variable for both the dependant and independent variables. Consistent also with the methodology employed in Krishnan (2003a) , time effects will be captured using the a year indicator variable (denoted YEAR). 
= error term firm j in year t.
Of specific interest in Equation 1 is the interaction between AUDSPEC j,t and DA j,t . We posit that if there is an increased informativeness in the discretionary accruals of clients with industry specialist auditors, β 7 is expectedto be a positive and significant coefficient. [3] 
Discretionary Accruals
There are two stages in estimating the discretionary component of accruals exhibited by firms. The first step employs the cross-sectional version of the seminal Jones (1991) model employed in Krishnan's (2003a) paper to estimate non-discretionary accruals.This model (specified in Equation 2) utilises the level of property, plant and equipment and changes in revenue of the client firm to calculate nondiscretionary accruals. Total accruals are calculated as the difference between net income and operating cash flows. [4] Consistent with prior research (Krishnan 2003b; Bartov, Gul, and Tsui 2000), the crosssectional Jones (1991) model is computed separately for each individual combination of GIC codes and calendar years. Fitted values are subsequently identified as non-discretionary accruals. Equation 2 I specified as follows: [2] 3 There arealso three indicatorYEAR variables in Equation 1 since the analysis involves data over three years. 4 Without taking into consideration unusual items and terminated operations.
Where
TAC j,t = total accruals for firm j in year t, TA = total assets, ΔREV = the change in net revenue, ΔAR = the change in accounts receivable, PPE = plant, property and equipment, α = coefficients for variables 0 through 7, ε j,t = error term firm j in year t. The second step involves computing the discretionary component of accruals which is represented by the error term in Equation 2 (that is, the difference between total accruals and nondiscretionary accruals).The error term, therefore, represents the discretionary component of accruals and is the independent variable in the main regression models used to test the hypotheses of this paper.
Industry Specialist Audit Firms
This paper utilises the model employed by Gramling and Stone (2001) as a measure for audit firm industry specialisation.The auditor's industry market share (AUDSPEC) is assessed as audit fees earned by an audit firm in a particular industry as a proportion of the total audit fees earned by all existing audit firms employed in that same particular industry and is specified in Equation 3:
Where SALES = sales revenue, = the sum of the sales of all Ji,k clients of audit firm i in industry k, = the sales of all J i,k clients in industry k summed over all I k audit firms in the sample with clients (J i,k ) in industry k. Gramling and Stone (2001) , an audit firm is defined to be an industry specialist when it has a market share of 25% or more within an industry.
Consistent with
Control Variables
Multivariate Ordinary Least Squares (OLS) regression analysis is the principal method utilised to test the relationship between pricing of discretionary accruals and earnings management. Control variables are also included in the regression analysis to minimise any cross-sectional effects (Bartov, Gul, and Tsui 2000) .Prior studies suggest that client firm size, risk and corporate governance characteristics may influence the significance of earnings management practices within firms(Ashbaugh-Skaife, Collins, and LaFond 2006; Klein 2002) . Therefore, in this paper, client firm, size, risk and leverage are controlled for by: (1) the natural logarithm of total assets (denoted LNassets j,t ), (2) the ratio of firm's long term debt and firm's total assets(denoted LEVERAGE j,t ), and (3) return on assets of firm(denoted ROA j,t ).Client firm corporate governance characteristics are measured based on its board of directors, audit committee and external auditor features. Specifically, this paper examines the number of both board of directors and audit committee meetings for a firm's annually within the time period; the ratio of independent directors on both the board of directors and audit committee respectively; and last, whether the external audit firm employed by a client firm is a Big 4 auditor or not.
Statistical Models
This paper utilises OLS regression tests to analyse the relationship between pricing of discretionary accruals and earnings management. The hypotheses of this paper will be tested formally by using two regression models. The analysis is conducted on a pooled sample of 1200 firm-year observations. Initially, the relationship between the pricing of discretionary accruals and discretionary accruals is examined without the moderating role of auditor industry specialisation. Subsequently, auditor industry specialisation is introduced in a subsequent regression model to determine the impact, if any, of auditor industry specialisation on the relationship between the pricing of discretionary accruals and discretionary accruals.
Without Interacting Variable(AUDSPECj,t)
The initial statistical model used in this paper examines only market returns and discretionary accruals is defined in Equation 4 as: [5] [4]
Where RET j,t = stock return for firm j in year t calculated over a twelve-month period ending three months after the fiscal year-end for year t, DA j,t = discretionary accruals for firm j in year t, LNassets j,t = natural logarithm of total assets of firm j in year t, ROA j,t = return on assets of firm j in year t, LEVERAGE j,t = ratio of long term debt and total assets of firm j in year t, %INDPAC j,t = ratio of independent directors on audit committee of firm j in year t, %INDPBOD j,t = ratio of independent directors on board of directors of firm j in year t, MEETAC j = a dummy variable given the value of 1 if the firm j is in the information technology industry in year t and 0 if otherwise ENERGY j,t = a dummy variable given the value of 1 if the firm j is in the energy industry in year t and 0 if otherwise TELECOMM j,t = a dummy variable given the value of 1 if the firm j is in the telecommunicationsindustry in year t and 0 if otherwise CONSSTAP j,t = a dummy variable given the value of 1 if the firm j is in the consumer staplesindustry in year t and 0 if otherwise UTILITIES j,t = a dummy variable given the value of 1 if the firm j is in the utilities industry in year t and 0 if otherwise β = coefficients on variables 0 through 11, ε j,t = error term firm j in year t.
Equation 4
has been specified to examine the relationship between market returns and discretionary accruals. Consistent with prior literature,MEETAC j,t and MEETBOD j,t do not require transformation for regression analyses (Sharma, Sharma, and Ananthanarayanan 2011; Singh and Newby 2010). Of the control variables, only total assets (LNassets j,t ), is transformed to correct normality and linearity biases(Neyman and Scott 1960).
With Interacting Variable(AUDSPECj,t)
Equation 5 considers the moderating effect of audit firm industry specialisation on client firm's earnings management practices and pricing of discretionary accruals and is, therefore, defined as: [5] Where RET j,t = stock return for firm j in year t calculated over a twelve-month period ending three months after the fiscal year-end for year t, DA j,t = discretionary accruals for firm j in year t, AUDSPEC j,t = audit firm industry specialist indicator, auditor's industry market share for firm j in year t, DA j,t *AUDSPEC j,t = interacting variable between DA j,t and AUDSPEC j,t LNassets = natural log of total assets of firm j in year t, ROA = return on assets of firm j in year t, LEVERAGE j,t = ratio of long term debt and total assets of firm j in year t, %INDPAC j,t = ratio of independent directors on audit committee of firm j in year t, %INDPBOD j,t = ratio of independent directors on board of directors of firm j in year t, MEETAC j,t = number of audit committee meetings of firm j had in year t, MEETBOD j,t = number of board of directors meetings of firm j had in year t, BIG4 j,t
= Big 4 audit firmemployed by client firm j in year t, INDUSTRY j,t = MATERIALS j,t + CONSDISC j,t + HEALTHCARE j,t + INDUSTRIALS j,t + INFOTECH j,t + ENERGY j,t + TELECOMM j,t + CONSSTAP j,t + UTILITIES j,t MATERIALS j,t
=a dummy variable given the value of 1 if the firm j is in the materials industry in year t and 0 if otherwise CONSDISC j,t = a dummy variable given the value of 1 if the firm j is in the consumer discretionary industry in year t and 0 if otherwise HEALTHCARE j,t = a dummy variable given the value of 1 if the firm j is in the health care industry in year t and 0 if otherwise INDUSTRIALS j,t = a dummy variable given the value of 1 if the firm j is in the industrials industry in year t and 0 if otherwise INFOTECH j,t = a dummy variable given the value of 1 if the firm j is in the information technology industry in year t and 0 if otherwise ENERGY j,t = a dummy variable given the value of 1 if the firm j is in the energy industry in year t and 0 if otherwise TELECOMM j,t = a dummy variable given the value of 1 if the firm j is in the telecommunications industry in year t and 0 if otherwise CONSSTAP j,t = a dummy variable given the value of 1 if the firm j is in the consumer staples industry in year t and 0 if otherwise UTILITIES j,t = a dummy variable given the value of 1 if the firm j is in the utilitiesindustry in year t and 0 if otherwise β = coefficients on variables 0 through 13, ε j,t = error term firm j in year t.
The interacting variable, DA j,t * AUDSPEC j,t is used to test the second hypothesis of this paper. It examines the value that the market places on a firm hiring an industry auditor specialist and the industry auditor specialist's impact on controlling opportunistic earnings management practices of the firm. Table 2 Panel A reports that the dependent variable, RET j,t (calculated from the stock return for firm j in year t calculated over a twelve-month period ending three months after the fiscal year-end for year t) has a mean of 0.060 consistent with prior literature (Frankel and Lee 1998; Easton and Zmijewski 1989; Ball and Brown 1968) and a standard deviation of 1.581 for the pooled sample during the observation window of 2008 to 2010. RET j,t also reveals an unusually high maximum of 37.667 in its range within the pooled sample. [6] The independent variable, DA j,t (the discretionary component of accruals for firm j in year t) as a proxy for earnings management has a mean of 0.000 and a standard deviation of 0.998. TA j,t (representing total assets of firm in the pooled sample) show the mean of $827 million with a standard deviation of $6.3 million.Descriptive statistics for profitability, ROA j,t and leverage, LEVERAGE j,t ratios reported in Panel A (that is, earnings before income tax divided by total assets and ratio of long term debt and total assets of firm j in year t) show firms in this pooled sample having means of -0.325 and 0.107 with standard deviations of 1.788 and 0.778 respectively. The profitability ratio (ROA j,t ) in Panel A shows firms performing poorly in terms of profitability and the current leverage ratio (LEVERAGE j,t ) in the pooled sample do not suggest that firms face any significant liquidity problems within the observation window.
Descriptive Statistics and Correlation Analysis
Descriptive Statistics
There are four corporate governance variables included in Panel A. The mean percentages of independent directors on the board of directors and audit committee are 46.4% (%INDPBOD j,t ) and 61.0% (%INDPAC j,t ) with standard deviations of 24.8% and 33.6% respectively. The average number of board of directors meetings (MEETBOD j,t ) is 10 with a standard deviation of 5 in the years 2008 to 2010 for the pooled sample. Panel A also shows that some board of directors in the pooled sample did not meet at all during the observation period whereas other boards met up to 39 times over the same period. Correspondingly, the number of audit committee meetings (MEETAC j,t ) have a mean of 2 with a standard deviation of almost 2.5. Panel A also reports that some audit committee in the pooled sample did not meet during the observation period whereas other audit committees met up to 21 times during the same period. Table 2 Panel B reports the descriptive statistics for the two dichotomous variables. Almost 23% of firms (271 of 1200 firm-year observations) in the pooled sample employed an industry specialist auditor. Panel B also reveals that almost 47% of firms 6 The extreme value is addressed in the robustness tests, specifically by winzorising tests discussed in Section5. Winzorising removes the highest one percent and lowest one percent of the pooled sample and rerunning the main regressions. Winzorising, therefore, reduces the number of extreme values which may affect main results.
(558 of 1200 firm-year observations) in sample employed a BIG4 auditor for the time period of 2008 to 2010. Table 3 presents a correlation coefficient matrix reporting both Pearson and Spearman listwise correlation coefficients for all the continuous and dichotomous variables used in this paper. [7] The correlation analyses tests the variables on a bivariate basis and reports any significant relations at two different confidence levels (1% and 5%). A review of the Pearson correlation matrix in Table 3 highlights a number of observations. First impressions are that many significant bivariate correlations exist between the firm size variable, LNassets j,t and other control variables at the 0.01 confidence level.The four corporate governance variables are correlated to one another and this is unsurprising given that the variables are largely controlling for the same empirical constructs. In addition, audit quality as represented by BIG4 j,t is significantly correlated to the corporate governance variables. The correlations are expected since the level of a client firm's corporate governance settings is often viewed as a signal the firm's credibility to shareholders.None of the variables in both the Pearson listwise and Spearman rank coefficient matrices are near the multicollinearity critical limits of 0.8 (Hair et al. 1995) . Standard interpretation can, therefore, be made on a univariate basis and subsequent multivariate testing can hence be undertaken with confidence. 7 Spearman's rank correlation coefficient analysis was also carried out as an additional test for the dichotomous variables in the sample, BIG4 j,t and AUDSPEC j,t . Nonparametric Spearman rank correlation analysis is somewhat similar to the Pearson correlation analysis specifically between the ranked variables as the Spearman rank correlation analysis converts continuous variables into ranked variables before undertaking the associated correlation analysis (Tabachnick and Fidell 2001; Hair et al. 1995) . Table 3 reports the isolated bivariate Spearman rank correlation coefficient to be significant at the 1% confidence level and, identical to the same bivariate correlation within the Pearson correlation matrix. It is unsurprising that the results from the Spearman's rank coefficient correlation fully support the correlation results using the Pearson correlation test for this paper as the Spearman's test has less stringent parameters. Where: RETj,t = stock return for firm j in year t calculated over a twelve-month period ending three months after the fiscal year-end for year t; DAj,t = discretionary component of accruals for firm j in year t; MEETACj,t =number of meetings the audit committee of firm j had in year t; MEETBODj,t =number of meetings the board of directors of firm j had in year t; %INDPACj,t =ratio of independent directors on the audit committee of firm j in year t; %INDPBODj,t =ratio of independent directors on the board of directors of firm j in year t; TAj,t =total assets of firm j in year t; LEVERAGEj,t = ratio of long term debt and total assets of firm j in year t; ROAj,t = return on assets of firm j in year t; AUDSPECj,t= audit firm industry specialist indicator calculated for an auditor with industry market share equal to or over 25% for firm j in year t; BIG4j,t = audit firm with brand name reputation employed by client firm j in year t Where: RETj,t = stock return for firm j in year t calculated over a twelve-month period ending three months after the fiscal year-end for year t; DAj,t = discretionary component of accruals for firm j in year t; LNassetsj,t =natural logarithm of total assets of firm j in year t; ROAj,t = return on assets of firm j in year t; LEVERAGEj,t = ratio of long term debt and total assets of firm j in year t; BIG4j,t= audit firm with brand name reputation employed by client firm j in year t; %INDPACj,t =ratio of independent directors on the audit committee of firm j in year t; %INDPBODj,t =ratio of independent directors on the board of directors of firm j in year t; MEETACj,t =number of meetings the audit committee of firm j had in year t; MEETBODj,t =number of meetings the board of directors of firm j had in year t; AUDSPECj,t= audit firm industry specialist indicator calculated from auditor's industry market share for firm j in year t management regardless of the appointment of an industry specialist auditor. [8] The initial regression model run to examine the association between the dependent variable, RET j,t and the independent variable, DA j,t has an adjusted R 2 of 0.039. The ensuing regression model with interacting variable, DA j,t * AUDSPEC j,t has a similarly low adjusted R 2 of 0.038. This indicates that the variables entered into the first regression model explain only 3.9% of the change in variation in the dependent variable, RET j,t with the goodness-of-fit (that is, adjusted R 2 ) marginally decreasing by 0.1% in the second model with the inclusion of the interacting variable. There are no multicollinearity concerns between the variables used in both regressions models as the variables with the highest variance inflation factors (VIF) of 3.427 (%INDPAC) and 3.450 (%INDPAC) are still well below the critical value of 10 (Hair et al. 2006).
Correlation Analysis
Multivariate Analysis and Additional Tests
Multivariate Results
Robustness Tests
This paperadopted a battery of robustness tests and sensitivity analyses to support the strength and validity of the main results. The robustness tests performed include winzorising of the pooled sample and introducing alternative proxies measures, specifically for the independent variable, audit firm industry specialisation and firm size.Winzorising of the pooled sample was undertaken to ensure that extreme values in the data set did not affect the main regression results in Table 4 .First, truncation was performed on both the dependent variable, RET j,t and the independent variable, DA j,t by removing the top one percent (n=12) and bottom one percent (n=12) from the pooled sample (n=1200) ranked in descending order, thereby leaving a sample of 1176 firm-year observations. After removing potential outliers and re-running the regression results on Table  4 , winzorising tests fully support the main findings of this paper.The regression models utilised in this paperwere also amended to include the natural logarithm of total salesof firm j in year t (LNsales j,t ). The alternative measure of firm size (as tabulated in Table 4 ) is derived to determine if the main regression results in Section 5.1 are influenced by the choice of the measure of firm size used (that is, natural logarithm of operating assets of firm j in year t, LNassets j,t ). The regression models utilised in Table  4were also amended to replace the audit firm industry specialist indicator measure to an auditor with industry market share equal to or over 20% and 30% for firm j in year t.Main multivariate regression results werererun and also fully support the main results of this paper.
Sensitivity Analysis
This section discusses the sensitivity of the main results based on identified split points for the following auditee characteristics: firm size, firm risk, corporate governance and audit quality.Partitioning by firm size and firm risk were undertaken to determine if the main regression results in Table 4 are influenced by firm size and firm risk effects. The pooled sample was partitioned based on the identified split point, which in this case is at the median point where the firm size (risk) measures were ranked in descending order and larger (riskier) firms were identified in the top 600 of the pooled sample. Regression results from testing the sensitivity of main results to firm size and firm riskmeasures fully support the main results of this paper.Additionally, the pooled sample was also partitioned by the four corporate governance features: namely, the percentage of independent directors on both the audit committee and board of directors, and the number of meetings in a year for both the audit committee and board of directors' members.
Partitioning by the percentage of independent directors on the board of directors was based on boards with more than 50 percent of the membersbeing independent. The sample was also partitioned by the minimum number of audit committee meetings in a year (that is, a minimum of four meetings should be undertaken by client firm's audit committee in a year) as recommended in Principle 4 of ASXListing Rules(ASX Corporate Governance Council 2003). Partitioning by the number of board of directors meetings was undertaken based on boards which meet at least ten times a year and boards which meet less than ten times a year. Finally, partitioning by brand name reputation of external auditors was also undertaken and, in this case, dividing the pooled sample between Big 4 and non-Big 4 external audit firms. The sensitivity results using partitioned firm size, firm risk, audit quality and three of the four corporate governance variables all support the main results of this paper. Where: DA j,t = discretionary component of accruals for firm j in year t; AUDSPEC j,t = audit firm industry specialist indicator calculated from auditor's industry market share for firm j in year t; DA j,t * AUDSPEC j,t = interacting variable of discretionary component of accruals and audit firm industry specialist indicator; LNassets j,t =natural logarithm of total assets of firm j in year t; ROA j,t = return on assets of firm j in year t; LEVERAGE j,t = ratio of long term debt and total assets of firm j in year t; %INDPAC j,t =ratio of independent directors on the audit committee of firm j in year t; %INDPBOD j,t =ratio of independent directors on the board of directors of firm j in year t; MEETAC j,t =number of meetings the audit committee of firm j had in year t; MEETBOD j,t =number of meetings the board of directors of firm j had in year t; BIG4 j,t = audit firm with brand name reputation employed by client firm j in year t; MATERIALS j,t = a dummy variable given the value of 1 if the firm j is in the materials industry in year t and 0 if otherwise; CONSDISC j,t = a dummy variable given the value of 1 if the firm j is in the consumer discretionary industry in year t and 0 if otherwise; HEALTHCARE j,t = a dummy variable given the value of 1 if the firm j is in the healthcare industry in year t and 0 if otherwise; INDUSTRIALS ,t = a dummy variable given the value of 1 if the firm j is in the industrials industry in year t and 0 if otherwise; INFOTECH j,t = a dummy variable given the value of 1 if the firm j is in the information technology industry in year t and 0 if otherwise; ENERGY j,t = a dummy variable given the value of 1 if the firm j is in the energy industry in year t and 0 if otherwise; TELECOMM j,t = a dummy variable given the value of 1 if the firm j is in the telecommunications industry in year t and 0 if otherwise; CONSSTAP j,t = a dummy variable given the value of 1 if the firm j is in the consumer staples industry in year t and 0 if otherwise; UTILITIES j,t = a dummy variable given the value of 1 if the firm j is in the utilities industry in year t and 0 if otherwise For purposes of brevity, the three YEAR indicator variables were not included within the table. Table 5 illustrates the results of additional regression analysis based on rerunning the main resultswhen the sample is partitioned by the percentage of independent directors on client firm's audit committee. The regression results in Table 5 Column 6 (that is, audit committees with more than fifty percent of the directors are independent) provide mixed support for the main results of this paper. Where: DAj,t = discretionary component of accruals for firm j in year t; AUDSPECj,t= audit firm industry specialist indicator calculated from auditor's industry market share for firm j in year t; DAj,t * AUDSPECj,t = interacting variable of discretionary component of accruals and audit firm industry specialist indicator; LNassetsj,t =natural logarithm of total assets of firm j in year t; ROAj,t = return on assets of firm j in year t; LEVERAGEj,t = ratio of long term debt and total assets of firm j in year t; %INDPACj,t =ratio of independent directors on the audit committee of firm j in year t; %INDPBODj,t =ratio of independent directors on the board of directors of firm j in year t; MEETACj,t =number of meetings the audit committee of firm j had in year t; MEETBODj,t =number of meetings the board of directors of firm j had in year t; BIG4j,t= audit firm with brand name reputation employed by client firm j in year t; MATERIALSj,t = a dummy variable given the value of 1 if the firm j is in the materials industry in year t and 0 if otherwise; CONSDISCj,t = a dummy variable given the value of 1 if the firm j is in the consumer discretionary industry in year t and 0 if otherwise; HEALTHCAREj,t = a dummy variable given the value of 1 if the firm j is in the healthcare industry in year t and 0 if otherwise; INDUSTRIALS,t = a dummy variable given the value of 1 if the firm j is in the industrials industry in year t and 0 if otherwise; INFOTECHj,t = a dummy variable given the value of 1 if the firm j is in the information technology industry in year t and 0 if otherwise; ENERGYj,t = a dummy variable given the value of 1 if the firm j is in the energy industry in year t and 0 if otherwise; TELECOMMj,t = a dummy variable given the value of 1 if the firm j is in the telecommunications industry in year t and 0 if otherwise; CONSSTAPj,t = a dummy variable given the value of 1 if the firm j is in the consumer staples industry in year t and 0 if otherwise; UTILITIESj,t = a dummy variable given the value of 1 if the firm j is in the utilities industry in year t and 0 if otherwise For purposes of brevity, the three YEAR indicator variables were not included within the table.
Percentage of Independent Directors on Audit Committee
Based on main results, empirical analysis indicates that earnings management (proxied by discretionary accruals) did have a negative effect on the capital market pricing of firm returns. The additional robustness and sensitivity tests also provided similar support. Therefore, H 1 is accepted based on the main findings and additional testing.It was postulated in H 2 that pricing of market returns of firms is higher for firms employing an industry specialist audit firm in spite of reported discretionary accruals, compared to firms not employing an industry specialist audit firm. Specifically, empirical results indicate the lack of a statistically significant association when using the pooled sample. Hence, H 2 is rejected.However, sensitivity results indicate that, firms with audit committees with less than 50% independent directors, having appointed industry specialist auditors, suffer a lower drop in market returns. Results therefore, provide limited evidence for partially accepting H 2 . Audit firm industry specialisation does, in fact, play a moderating role on the relationship between earnings management and the firm's market returns for firms with audit committees consisting of less than 50 percent independent directors.
Conclusions
This paper explored the relationship between the capital market pricing of firms and earnings management (proxied by discretionary accruals) during a three-year pooled time frame. In addition, the moderating role of industry specialist audit firms wasanalysed based on the preceding relationship between earnings management and market returns to determine if there is any evidence of stakeholders placing higher value on firm stocks in such instances.Results from this paper suggested that a firm's capital market returns is significantly affected by with the existence of earnings management (proxied by discretionary accruals). This provides support for the enhanced regulatory obligations resulted from CLERP 9 and other government actions (for instance, introducing new guidelines and principles in directing better quality corporate disclosures under the ASX Listing Rules)undertaken after the global financial crisis.
Additional tests suggest an insignificant moderating role played by industry specialist audit firms on the relationship between market returns and earnings management. A major consequence resulting from this finding is for regulators attempting to improve audit quality to strengthen other key firmlevel corporate governance mechanisms such as the ratio of independent directors on firm committees. By putting the consequences from this paper into perspective, there may be a greater likelihood of increased audit quality by external auditors given regulations of a firm audit committee's structure, composition and authority levels. As the sensitivity results yielded a significant result in employing industry specialist audit firms (on the relationship between earnings management and market returns) when there was less than 50 percent of independent directors on the firm's audit committee, this paper provides a deeper understanding and more wellrounded contribution to the impact of industry specialist audit firms on investors' decisions.
While this paper has a number of strengths, it is not without limitations. First, sample firms and data utilised in this paper are only from public listed companies. Another limitation of this paper arise from the proxy used to measure earnings management in this paper (namely, the discretionary component of accruals) may not adequately capture the underlying construct because earnings management is a multidimensional construct (Dechow, Sloan, and Sweeney 1995; Jones 1991). Future research maystart by addressing the limitations identified above. Moreover, future research should consider other audit quality proxies (for example, audit opinion and workload compression) and non-audit quality measures (for example, regulatory environment and reputational capital) to assess the validity of findings from this paper and any resulting impact on with capital market pricing of firms. Other proxies for earnings management can be examined (for example, total accruals). To assess the external validity of the findings from this paper, future research can be undertaken outside Australia particularly in the developing countries where capital markets and economies are in formative stages.
